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economy from 1981 to 2024 and the nonlinear approaches of Markov Switching and STR
have been used. The results indicate that a banking crisis, depending on its severity, has
different effects on investment and economic growth; at lower levels, it may lead to in-
creased supervision and the channeling of resources towards productive activities. How-
ever, as the severity of the crisis increases, it has a significant negative impact on invest-
ment and economic growth, as it reduces access to credit and increases financing costs,
thereby leading to a decrease in investment and economic growth. Furthermore, invest-
ment has a positive impact on economic growth. These findings emphasize the necessity
of carefully managing banking crises to maintain the sustainability of economic growth.
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Extended Abstract

1. Introduction

A banking crisis, by disrupting the core financial
intermediation function, exerts a substantial im-
pact on private investment and economic growth.
This phenomenon restricts financing for new in-
vestment projects through a severe contraction in
credit extended to the private sector, while simul-
taneously elevating financing costs by rupturing
long-term informational relationships between
banks and firms. Consequently, private investors
face more difficult and expensive access to capi-
tal, significantly dampening incentives for pro-
ductive investment. This process ultimately leads
to a decline in gross fixed capital formation and a
persistent weakening of the economy's growth
potential. This study employs nonlinear Markov
Switching and Smooth Transition Regression
(STR) approaches to analyze these relationships
using annual Iranian economic data from 1981 to
2024.

2. Method

This study employs Markov Switching and
Smooth Transition Regression (STR) models us-
ing annual data from 1981 to 2024 to analyze the
impact of banking crises on economic growth and
private investment in Iran. The modeling frame-
work specifies private investment as a function of
monetary instability, the Money Market Pressure
Index (as a proxy for banking crises), informal
exchange rate growth, and economic growth.
Simultaneously, economic growth is modeled as
being influenced by monetary instability, banking
crises, private investment, and the employment
rate. The banking crisis index is constructed using
the Money Market Pressure approach, incorporat-
ing the reserve-to-deposit ratio and short-term
real interest rate. Monetary policy instability is
quantified through a normalized index based on
money supply growth and real interest rates. The
Markov Switching approach enables identifica-
tion of distinct regimes (such as normal and crisis
periods), while the STR model analyzes smooth
transitions between these regimes. This sophisti-
cated methodological framework provides deeper
insights into the nonlinear and regime-dependent
mechanisms through which banking crises affect
macroeconomic variables.

3. Results and Discussion

The empirical findings from nonlinear STR and
Markov Switching models reveal a threshold-de-
pendent and regime-switching relationship be-
tween banking crises and both economic growth
and private investment. In the STR framework,
banking crises exhibit a significant positive im-
pact in low-intensity regimes, potentially attribut-
able to enhanced regulatory oversight and more
targeted credit allocation. However, beyond a
critical threshold in high-intensity regimes, this
effect reverses to significantly negative, demon-
strating the detrimental consequences of severe
banking distress on economic performance. The
Markov Switching model corroborates these non-
linear dynamics, identifying distinct regimes
characterized by differential crisis effects. Com-
plementary analysis confirms private invest-
ment's significant positive contribution to eco-
nomic growth, while monetary instability and in-
formal exchange rate growth exert negative influ-
ences on both growth and investment. These re-
sults collectively emphasize the critical im-
portance of early-stage banking crisis manage-
ment to mitigate adverse spillovers to the real
economy.

4, Conclusion

Employing advanced nonlinear econometric
frameworks, this study elucidates the complex
threshold-dependent relationship between bank-
ing crises and macroeconomic performance. The
empirical evidence reveals a dualistic nature in
this relationship, fundamentally governed by cri-
sis intensity. During mild crisis regimes, the
banking system activates self-correcting mecha-
nisms that transform financial distress into oppor-
tunities for structural improvement. These in-
clude enhanced regulatory oversight, strategic re-
allocation of credit, elimination of inefficient fi-
nancial institutions, and accelerated adoption of
financial technologies, collectively contributing
to improved resource allocation and sustainable
growth. However, beyond a critical threshold of
crisis severity, these positive effects undergo a
complete reversal. In severe crisis regimes, the fi-
nancial system experiences catastrophic failure
characterized by credit market paralysis, soaring
financing costs, capital flight, and currency de-
preciation. The breakdown of self-correcting
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mechanisms is compounded by potentially coun-
terproductive policy responses, leading to pro-
longed economic contraction. The transition dy-
namics between regimes are mediated by key vul-
nerability indicators including capital adequacy,
non-performing loans, financial market depth,
and institutional capacity for crisis management.
Weaker fundamentals accelerate the shift from
mild to severe crisis states. These findings carry
crucial policy implications: first, continuous
monitoring of banking sector health indicators
enables early detection of emerging vulnerabili-
ties; second, building institutional capacity for
prompt intervention prevents crisis escalation;
third, implementing macroprudential policies en-
hances financial system resilience against regime
transitions. This research underscores that com-
prehending the nonlinear dynamics and precise
threshold identification in banking crises enables
policymakers to design appropriately calibrated
responses, thereby preventing the transmutation
of manageable financial stress into full-blown
economic catastrophe.
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